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Purpose of this study was to examine the relationship between capital structure and 
financial performance of listed licensed commercial banks in Sri Lanka. Panel data were 
used to conduct the empirical study which were extracted from the annual reports of 10 
selected banks for the period from 2007 to 2016. Total debt to total assets ratio, long 
term debt to total assets ratio, and short term debt to total assets ratio were used to 
measure the capital structure. Return on assets (ROA), return on equity (ROE) were 
used as financial performance measures. Size of the banks and growth in banks deposit 
were considered as control variables. Descriptive statistics, correlations, fixed effect and 
random effect models were used for the data analysis and then with the results of 
Hausman Specification Test, fixed effect model was considered as the most suitable 
model to examine the relationship between capital structure and ROA. According to the 
model, total debt to total assets ratio was significantly negatively related to ROA, 
however growth in banks deposit was significantly and positively related to ROA. Size, 
short term debt to total assets ratio and long term debt to total assets ratio did not 
show any relationship with ROA. Random effect model was considered as the most 
suitable model to examine the relationship between capital structure and ROE. As per  
the model, total debt to total assets ratio was significantly negatively related to ROE, 
while growth in bank deposit was significantly and positively related to ROE. Short 
term debt to total assets ratio, long term debt to total assets ratio and size were not 
significantly related to ROE. Results of the study suggest that financial managers 
should try to finance from internal sources rather than relying heavily on debt capital 
in their capital structure. Outcome of the study may useful to the practitioners, 
investors and decision makers in order to maximize their return from their 
investments. 
 
 

Contribution/ Originality: This study is one of very few studies which have investigated the relationship 

between capital structure and financial performance of listed licensed commercial banks in Sri Lanka which give the 

geographical contribution to the existing finance literature. 

 

1. INTRODUCTION 

In finance, the most debatable topic is capital structure. The capital structure choice has long been an issue of 

great interest in the corporate finance literature. In order to run and manage a firm funds are needed. Right form of 

the promotional stage up to end finances play an important role in firm’s life. Capital structure theories deal with 
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